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NOTES

Statements of Position of the Accounting
Standards Division are issued for the
general information of those interested
in the subject.

They present the conclusions

of at least a majority of the Accounting
Standards Executive Committee, which is the
senior technical body of the Institute
authorized to speak for the Institute in the
areas of financial accounting and reporting
and cost accounting.
The objective of Statements of Position is
to influence the development of accounting
and reporting standards in directions the
Division believes are in the public interest.
It is intended that they should be considered,
as deemed appropriate, by bodies having
authority to issue pronouncements on the
subject.

However, Statements of Position

do not establish standards enforceable under
the Institute's Code of Professional Ethics.
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March 7, 1974

Mr. George A. Fitzsimmons
Secretary
Securities and Exchange Commission
Washington, D C.
20549
Dear Mr. Fitzsimmons:
RE:

Securities Exchange Act Release No. 10591
(File No. S7-504)

The Accounting Standards Division of the American
Institute of Certified Public Accountants is pleased to
have the opportunity to comment on the proposed amendments to Rules 14a-3 and 14c-3 discussed in the abovenamed release. The recommendations made in this letter
concerning the proposed amendments are based upon discussions by the Accounting Standards Executive Committee
at its recent meeting, and accordingly reflect the views
of its members.
The Division endorses the objective of improving the
disclosures in annual reports furnished to security holders.
The Division notes that the main thrust of the proposed
amendments (to improve the disclosure in annual reports
furnished to security holders) is very similar to the main
thrust of the proposed amendments to Guide 22 and the
proposed adoption of Guide 1 (to improve the disclosure
contained in "introductory textual statements" to a summary
of earnings). Because of this similarity, the Division
believes that its comments on the proposed amendment to
Guide 22 and the proposed adoption of Guide 1, which were
submitted to the Commission on January 25, 1974, are equally
applicable to the proposed amendments in Release No. 10591.
The Division is particularly concerned that the amendments as adopted distinguish as clearly as possible between
disclosures that should be included in the financial statements or in the footnotes and additional disclosures that
management makes in other portions of the annual report.
For your convenience, we have attached to this letter (as
Appendix A) a copy of the Division's response to the proposed
amendments to Guide 22 and the proposed adoption of Guide 1.
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Other Comments
The following comments are offered to clarify certain
paragraphs in the proposed amendments or to improve additionally the proposals made
(1)

The second paragraph on page 1 of the release
states that "the proposed amendments would
also require that an issuer include in its
annual report to security holders a statement
that the issuer will provide a copy of the
issuer's most recent Annual Report on Form
10-K to a security holder on request". We
do not find this requirement in the proposed
amended rules and recommend that the appropriate rule be included in the final release.

(2)

The Division does not agree with the proposal
in Rule 14a-3(b)(3) and in Rule 14c-3(a)(3)
that the financial statements for the latest
two fiscal years be certified by independent
public or certified accountants. The Division
believes that a statement in the scope paragraph of an accountant's report that the
financial statements for the preceding year
have been examined and previously reported
upon, either by the present accountants or
by the prior accountants, should be viewed
as equally acceptable. When two accountants'
reports are involved, readers are likely to
be confused and not understand why reports of
two accountants are presented.

(3)

In Rule 14c-3(a)(10) three references are made
to subparagraph (b) . These references apparently should be to subparagraph (a).

(4)

Each of the following comments is referenced
to the applicable location in Rule 14a-3 but
also is applicable to the corresponding location
in Rule 14C-3:
(a)

In paragraph
reference is made in
the first sentence to "the financial
position of the issuer at the end of each such
year and the results of its operations
for each such year." The Division suggests
that reference also be made to changes in
financial position.
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(b)

The third from the last sentence of paragraph (b)(1) specifies the minimum type
size for notes to financial statements.
The Division suggests the Commission
consider a requirement that accountants'
reports be printed in type of a similar
minimum size.

(c)

The Note to paragraph (b)(5) refers to
"the results of operations or other
material financial information for two
or more periods". The Division believes
the reference should be to "for one or
more periods" and that the comma after
"periods" should be deleted.

(d)

We suggest that the word "textual" be
inserted between the words "such" and
"information" in paragraph (b)(6) so as
to conform the wording to that used in the
first line of paragraph (b)(5).

After you have had an opportunity to consider these
recommendations, representatives of the Division would
appreciate the opportunity of meeting with you to discuss
our views further.
Very truly yours,

StanleyJ.S c o t t , Chairman
Accounting Standards Division

Accounting Standards Executive Committee
March 7,

Stanley J. Scott
Chairman
Philip B. Chenok
Donald J. Hayes
Kenneth P. Johnson
Robert S. Kay
Herman J. Kocour
Irving B. Kroll

1974

Raymond C. Lauver
Harry F. Reiss, Jr.
Robert F. Richter
Kenneth W. Stringer
George R. Vogt
Charles A. Werner
Arthur Wyatt
Alvin Zuckerkorn
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January 25, 1974
Mr. George A. Fitzsimmons
Secretary
Securities and Exchange Commission
Washington, D. C. 20549
Dear Mr. Fitzsimmons:
Securities Act Release No. 5443
Securities Exchange Act Release No. 10549
File No. S7 - 463
The Accounting Standards Division of the American Institute of
Certified Public Accountants is pleased to have the opportunity
to comment on the proposed amendment to Guide 22 and the proposed adoption of Guide 1 discussed in the above named releases.
The recommendations made in this letter concerning the Guides
are based upon discussions by the Accounting Standards Executive
Committee at its recent meeting, and accordingly reflect the
views of its members.
The Division endorses the general objective of assisting
investors in better understanding and evaluating historical
financial information. The Division observes that the information proposed for inclusion in the "introductory textual statement" discussed in the proposed Guides is similar to that
presently included by many companies in Presidents' letters or
other narrative sections of annual reports to stockholders, in
press releases, and in periodic reports on Form 8-K. The
Division's endorsement is predicated upon implementation of the
principal suggestions summarized in the following paragraph, and
upon its belief that the Commission does not intend that the
"introductory textual statement" to a summary of earnings be
required for a fair presentation of financial statements under
generally accepted accounting principles.
The Division's recommendations are summarized as follows:
•

It is essential that a change be made in the
Guides that will clearly establish the distinction between (1) financial statements or summary
of earnings and (2) management's discussion or
analysis of items included in financial statements,
periodic changes in items in financial statements
and other matters.
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•

Guidelines included in the Guides for determining
the matters to be discussed by management should
be clarified in certain respects and revised to
avoid unnecessarily voluminous data from being
presented.

•

The requirement to discuss facts known to management which would indicate that historical earnings
are not indicative of present and future earnings
should be deleted because it implies that management should forecast future earnings. Further,
a reader may draw an unwarranted inference that,
absent discussion of any such facts, historical
earnings will be repeated.

These recommendations are discussed more fully below. In
addition, the Division has provided certain other observations
and comments for consideration by the Commission.
Distinction between Financial Statements and Management's
Discussion and Analysis
The Division believe the proposed Guides do not make a clear
distinction between financial statements and management's
discussion and analysis of the financial statements. In fact,
as presently drafted, the Commission's proposals actually cloud
this distinction, in that certain information required to be
included in the "introductory textual statement" is also shown
in either the face of the summary of earnings or the financial
statements or related notes. The Division strongly urges the
Commission to make such distinction clear by changing the Guides
to require a separately captioned section, immediately following the summary of earnings as it has customarily been presented,
which would contain management's discussion and analysis of the
summary of earnings. This captioned section could be entitled
Management's Discussion and Analysis. This section should contain an analysis of periodic changes in the summary of earnings
and discussions of specific items included in the financial
statements. Cross-references to items included in the financial
statements or matters discussed in the notes to financial statements should be made where appropriate. In addition, crossferences to financial matters that are described more fully by
charts, graphs or narrative discussions in other sections of
prospectuses, reports or registration statements should be
encouraged.

To:

Mr. George A. Fitzsimmons - Page 3

The Division suggests that the Guides require an introductory
paragraph to the summary of earnings that indicates which
information, if any, in the summary of earnings is covered by
the reports of independent accountants as has customarily been
presented. Furthermore, the Division suggests that the Guides
require a statement in the introductory paragraph to the effect
that the information contained under the proposed caption
Management's Discussion and Analysis should be read in conjunction with the financial statements taken as a whole, but does
not form a part of the financial statements.
Guidelines for Management's Discussion and Analysis
The Division observes that the requirements of the Guides are
directed to disclosures to be made by management. The Division
questions whether the information required to be discussed in
the section containing management's discussion and analysis
(described as the "introductory textual statement" in the
proposed Guides) might be unnecessarily voluminous in many
instances, possibly obscuring significant information. The
Division has several recommendations to clarify or establish
reasonable criteria for selection of matters to be discussed
by management.
The Division suggests that the section containing management's
discussion and analysis include a brief description of any event
occurring in any period presented in a summary of earnings of
a nature that is required to be reported by Item 10 of Form 8-K
(or would have been required had Item 10 been in effect). In
this manner, all extraordinary items and other unusual charges
and credits to income will be discussed.
In order to emphasize the more current financial information
and avoid unnecessarily voluminous data, the Division suggests
that the requirement to disclose all changes in material items
be restricted to more recent events and periods. Discussion
of causes of material changes in items of revenue and expense
which occurred four years in the past should not be given the
same emphasis as causes of changes occurring between more
recent periods. Therefore, with respect to discussion of
periodic changes in items of revenue and expense, the Division
recommends that the Guide require an analysis of the causes of
material changes only between the following periods:
(1)

the latest interim period presented and the
comparable interim period in the immediately
preceding fiscal year;

(2)

the most recent fiscal year presented and the
fiscal year immediately preceding it; and

(3)

the second most recent fiscal year presented
and the fiscal year immediately preceding it.
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Comments with respect to causes of changes between earlier
periods should not be required. Whether or not the foregoing
suggestions are adopted, and as a minimum, the Division suggests clarification to the effect that only changes between
periods presented are required.
The Division suggests that the final Guides contain an
illustrative example of a summary of earnings and of management's discussion and analysis to assist registrants in complying with the Commission's intentions.
The Guide presently calls for "the effect of such changes on
the reported results for the applicable periods." The Division
observes that this language might be interpreted to require the
quantified effects of material changes" on net income. The
Division believes this language should be clarified. However,
the quantified effect of material changes on net income should
only be required with respect to accounting changes or in cases
where such effect is reasonably determinable (for example,
extraordinary items). It should be noted that Item 10 of
Form 8-K does not require disclosure of the effect on net income
for extraordinary or unusual events reported in such form. In
other filings information concerning the effect on net income
of changes in accounting principles will be disclosed in the
notes to the financial statements as required by APB Opinion
No. 20 and referred to in the accountants' report. Information
concerning the effects on net income of other material changes
in the amounts of the items of revenues and expenses could be
misleading and voluminous. Determining the effect on net income
of a material increase in sales, for example, requires assumptions
as to the associated increases in costs of sales and other items,
including income taxes, and possibly discretionary amounts such
as profit sharing and bonus provisions attributable to the change
in amount of sales. It may not be possible to calculate the
effect on net income of a reduction in advertising expense because the related impact on sales, caused by fewer advertising
programs, may not be measurable. The assumptions may not be
accurate and therefore the information discussed may tend to
be misleading.
The Division believes that the guidelines for determining
materiality should be changed to clarify certain sections
which are subject to varying interpretations. For example,
it is not apparent whether only changes of more than 1 0 % i n
the amount of individual items of revenue and expense presented
in summaries are required to be discussed, or if a discussion
is also required when two or more offsetting changes of more
than 10% occur for a specific item and the net amount of such
changes is less than 10%. Additionally, the reference in these
paragraphs to Rule 12-16 of Regulation S-X should be changed by
substituting the words "disclosed pursuant to" for the words
"listed under" since, according to the materiality tests contained in Rule 12-16, not all listed items need be disclosed
by registrants. As presently drafted, registrants would be
required to discuss changes in immaterial amounts that were
not disclosed in financial statements. Further, the Division
suggests that the words "required to be set forth" should be
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substituted for the words "set forth" since many registrants
present income statements in lieu of summaries.
The Division also suggests that a dual materiality standard
be adopted, similar in nature to that included in the Commission's proposed Disclosure of Significant Accounting Policies.
In this manner, a "material" change in an item listed in the
summary need be discussed only if it is also material in relation
to net income.
The Division's suggested version of these "materiality" paragraphs is as follows:
For purposes of this Guide, no discussion of a
change in an item of revenue or expense would
be required, except as otherwise provided in
the following paragraph, (1) unless such item
required to be set forth in the summary or disclosed pursuant to Rule 12-16 of Regulation S-X
increased or decreased by more than 10% as compared
to the prior period (but only if such prior period
is presented), and increased or decreased by more
than 2% as compared to the average net income for
the most recent three fiscal years presented, or
(2) if a change in accounting principles or
practices or methods of applying them results in
an increase or decrease in net income or loss of
5% or more. In calculating average net income,
loss years should be excluded. If losses were
incurred in each of the most recent three years,
the average loss shall be used for purposes of
this test.
There may be circumstances under which a change
in an item of revenue or expense does not meet
the foregoing materiality standards but because
of the particular circumstances it is material
to an understanding of the summary. In such
event, appropriate disclosure should be made.
In addition, any event occurring in any period
presented of a nature that is required to be
reported by Item 10 of Form 8-K (or would have
been required had Item 10 been in effect)
should also be disclosed.
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Requirements for Management to Discuss Future Earnings
The Division strongly urges that the following sentences be
deleted from the second paragraph of each Guide:
This discussion is necessary to enable investors
to assess the source and probability of recurrence of earnings (losses). If any facts are
known to management at the time the summary is
prepared which would indicate that historical
earnings are not indicative of present and
future earnings, these facts should be discussed.
These two sentences appear to require a discussion of facts
that might indicate possible increases or decreases in future
earnings, and consequently call for a forecast, without any
of the usual words of caution that should be provided to
investors. Furthermore, if registrants do not include any
specific discussion of future earnings, an inference might
be drawn that either the current level of operations as
indicated by the most recent period reported in the historical
summary, or the trend of earnings as indicated by the periodic
changes in earnings over all periods included in the historical
summary, or both, will be repeated. The Division does not
believe that the Guides are the appropriate documents in which
to introduce the requirements for forecasting, since this topic
is being considered separately by the Commission.
In the event the aforementioned sentences are retained, the
Division recommends that they be clarified to state the Commission's intentions. It is not clear whether it is the intent
to require disclosure of both positive and negative facts. Use
the word "present" in reference to "present and future earnings
is unclear. The Division also believes the words "at the time
the summary is prepared" should be deleted, since summaries may
be prepared well before prospectuses or registration statements
are filed. Particularly, what is to be considered "facts known"
would have to be clearly defined and circumscribed.
Other Observations and Comments
The following observations and comments should be considered
in order to reduce problems of implementation and misunderstandings on the part of registrants:
(1)

An effective date should be selected to
provide registrants reasonable time to
accumulate information in order to comply
with the Guides.

(2)

The phrase "to enable investors to appraise
the quality of earnings" included in the narrative portion of the release should be changed
to conform to the phrases used in the texts of
the Guides - "to enable investors to understand
and evaluate periodic changes in the various
items of the summary of earnings..."
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The term "quality of earnings" is undefined
and subject to considerable variation in
meaning.
(3)

The meaning of the phrase "propriety of
presentation and" in the first paragraph
of the Guides is unclear. The Division
suggests that the phrase be deleted from
these paragraphs to avoid any implication
that a form of presentation may be in
error.

(4)

In the first paragraph of the Guides, the
last sentence should be conformed to similar
requirements for presentation of summaries
of earnings by stating "the necessity for
the inclusion of additional periods should
be considered."

(5)

The Guides should state specifically whether
per share information is required when the
discussion covers the effect on net income
if the requirement to discuss the quantified
effect is intended and retained. Additionally,
in the second paragraph of the Guides, the
words "the effects of each such change" or
"the net effects of such changes" should be
substituted for the words "the effect of
such changes."

(6)

The words "of the causes of material changes"
should be added to the end of the sentence
that introduces the numbered examples and the
adjective "material" should be removed from
the numbered examples to avoid confusion with
regard to the materiality standards.

(7)

In example number four, the words "credits or"
should be added following the word "including"
so that discontinuances resulting in gains are
required to be described.

(8)

In the paragraphs following the numbered examples,
the word "of" should be substituted for the word
"or" following the word "method" so that it conforms more closely to similar language contained
in APB Opinion No. 20.
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(9)

The term "adverse change" has been the subject
of considerable discussion in the accounting
profession in recent years. As noted in Statement on Auditing Standards No.
section 630,
paragraph 21, the term has no clearly understood meaning in an accounting sense.

(10)

Guide 1 requires that management provide an
analysis to accompany a summary of operations.
Form 10-Q requires only that Summary Financial
Information be filed. Guide 1 should indicate
clearly whether or not it applies to Form 10-Q.

After you have had an opportunity to consider these recommendations, representatives of the Division would appreciate
the opportunity of meeting with you to discuss our views
further.
Very truly yours,

STANLEY J. SCOTT, Chairman
Accounting Standards Division
SJS:JW
CC:

Accounting Standards Executive Committee
Committee on Relations with SEC
Auditing Standards Executive Committee

